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Introduction 


The  main  harmful  effects  of  inflation  consist  of 
distortions  in  resource  allocation  and  of  undesirable  shifts 
of  real  income  and  wealth  among  various  social  groups.  If  the 
nature  and  scope  of  these  effects  are  clearly  identified  and 
correctly  assessed,  policies  can  be  devised  to  alleviate  them. 
Under  certain  circumstances,  there  could  be  a  fairly  satisfactory 
adaptation  to  continued  price  inflation.  The  following  note 
examines  briefly  the  effects  of  inflation  and  reviews  the  possible 
methods  of  adjustment  in  areas  of  taxations  and  transfer  payments 
as  well  as  in  labour  and  financial  markets.  The  Brazilian 
experience  is  discussed  and  the  concluding  section  deals  with 
the  macroeconomic  aspects  of  adjustment  policies. 


Inflationary  Distortions 

The  effects  of  inflation  on  real  incomes  are  well 
known  in  principle:  those  who  receive  fixed  incomes  tend  to  lose 
vis-a-vis  those  whose  incomes  are  tied  to  the  price  level;  creditors 
suffer  at  the  expense  of  those  who  have  gone  into  debt.  Particular 
groups  with  little  or  no  bargaining  power  such  as  pensioners, 
teachers  or  civil  servants  are  often  alleged  to  lose  to  the  benefit 
of  organised  labour,  share  holders  and  the  government  treasury. 

The  above  paragraph  is  only  a  scenario  and  requires 
important  qualifications.  Although  inflation  will  always  cause 
at  least  a  relative  deterioration  of  the  real  positions  of  those 
on  fixed  incomes^,  it  is  only  unanticipated  inflation  that  will 
cause  creditors  to  lose.  Similarly,  wage  bargainers  and  those 
setting  transfer  incomes  will  try  to  allow  for  future  price  develop¬ 
ments.  If  all  agents  in  an  economy  forecast  price  developments 
by  and  large  correctly,  little  harm  will  be  done,  except  that  those 
who  hold  money  balances  lose  in  any  event.  While  this  loss  would 
be  small  for  most  households,  it  is  significant  in  aggregate. 
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"Fixed  incomes"  is  not  itself  an  operationally 
meaningful  concept.  The  degree  of  fixity  depends  upon  the 
time  interval  chosen  and  the  question  is  that  of  identifying 
ex  post  those  incomes  that  have  not  kept  up  with  a  rising  level 
of  prices.  Furthermore,  the  fixity  of  incomes  by  itself  does 
not  give  enough  information  concerning  welfare  because  many 
important  groups  in  society  purchase  baskets  of  goods  and  services, 
the  prices  of  which  behave  differently  from  those  in  the  consumer 
price  index.  As  well,  the  possibilities  of  substitution  vary 
between  groups. 

A  further  qualification  is  that  the  consequences  of 
inflation  for  particular  types  of  income  and  assets  should  be 
integrated  into  a  balance  sheet  for  economic  groups.  Changes  in 
the  income  stream  from  assets  must  be  balanced  against  the  changes 
in  the  value  of  the  asset.  The  latter  depends  to  a  considerable 
extent  on  the  degree  to  which  lenders  and  borrowers  correctly 
forecast  the  rate  of  inflation.  Often  attention  is  restricted  to 
the  flow  of  real  income  or  alternatively,  the  shares  of  types  of 
income  in  the  national  product;  however,  this  gives  only  a  small 
part  of  the  total  effects.  Furthermore,  many  if  not  most  house¬ 
holds  have  several  flows  of  income,  including  an  imputed  flow  from 
the  ownership  of  property,  which  must  be  considered  in  the  total. 
Because  of  the  substantial  data  requirements  for  such  complete 
studies,  there  are  few  available. 

A  final  qualification  is  that  some  of  the  possible 
social  costs  of  inflation  are  difficult  to  quantify.  Thus  workers 
may  feel  that  inflation  has  hurt  their  real  and  relative  income 
position  even  though  this  may  not  have  altered  appreciably.  There 
are  also  the  social  costs  of  arranging  transactions,  resource  costs 
of  publishing  new  catalogues  and  price  lists,  searching  and  acquir¬ 
ing  information  so  as  to  minimise  the  effects.  These  costs  include 
those  of  moving  into  fixed  assets  or  inflation-compensated  assets 
to  protect  the  purchasing  power  of  savings.  Costs  of  resource 
misallocation  also  occur  when  prices  are  held  stable  when  they 
should  rise.  In  reality,  with  imperfect  markets  and  a  not  fully 
informed  population,  the  totality  of  such  costs  could  be  significant. 
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One  of  the  most  complete  studies  of  the  effects  of 

inflation  on  income  and  wealth  distribution  was  conducted  in 
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Canada  by  Blauer.  This  used  census  data  which  gave  detailed 
information  on  wage  income,  interest  and  dividend  income,  transfer 
payment  receipts,  etc.  Balance  sheet  data  covering  market  values 
of  homes,  other  real  estate,  equities,  etc.  were  also  available. 
"Fixed  incomes"  were  defined  as  any  income  that  remained  constant 
in  nominal  terms  during  periods  of  inflation  and  it  was  found  that 
there  were  surprisingly  few.  Average  hourly  earnings  in  all 
industries  kept  pace  with  inflation  except  during  the  very  rapid 
inflation  of  the  early  1950s  where  the  losses  were  recouped  with 
a  lag.^  Middle  management  salaries  were  generally  stable  during 
inflation,  but  rose  rapidly  during  periods  of  price  stability. 

Senior  management  and  civil  servants’  real  salaries  were  maintained 
or  rose  during  periods  of  inflation.  Pensioners,  supposedly 
the  epitomy  of  fixed  income  classes,  received  substantial  increases 
only  during  periods  of  inflation.  Most  other  transfer  payments 
were  not  adjusted  for  inflation  during  the  period  of  the  study. 

While  recipients  of  interest  payments  are  often  considered  to  be  a 
fixed  income  group,  the  Canadian  experience  showed  that  savings 
deposits,  government  savings  bonds  and  mortgage  rates  moved  up  with 
prices,  often  faster  than  the  rate  of  inflation.  Mortgage  rates 
for  instance  rose  in  real  terms.  Real  rates  of  interest  generally 
rose  during  the  inflation  of  the  1950s  and  1960s.  Blauer  concludes 
from  this  that  "these  inflations  were  correctly  anticipated  and 
consequently  that  ’fixed  asset’  holders  were  not  ’robbed’  of  their 
wealth."  This  conclusion  is  only  partially  correct,  and  a  more 
correct  conclusion  is  that  in  periods  of  growing  inflation,  holders 
of  financial  assets  lose  because  the  nominal  interest  rates  fail  to 
reflect  immediately  the  growing  inflation,  but  conversely  in  periods 
of  falling  inflation  they  gain.  So  that  it  is  not  inflation  itself 
that  hurts  holders  of  fixed  interest  assets,  but  changes  in  the 
rate  of  inflation  which  the  market  has  been  incapable  of  forecasting 
which  hurts  or  benefits  them. 
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The  above  description  suggests  that,  in  Canada, 
adjustments  for  inflation  were  to  a  large  extent  made  automatically 
by  decisions  both  in  the  private  and  in  the  government  sector,  A 
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study  for  the  United  States  reaches  broadly  the  same  conclusions. 

Between  1950  and  1972  wages  for  most  broad  categories  of 
workers  grew  more  rapidly  than  prices,  depending  upon  supply  and 
demand  conditions  in  particular  labour  markets.  Although  it  is 
often  alleged  that  inflation  benefits  unionised  workers  at  the 
expense  of  non-uni onised  workers,  the  evidence  suggests  that  the 
actual  experience  varied  from  year  to  year.  During  the  period  of 
the  Kennedy-Johnson  guideposts,  non-union  wage  gains  were  greater 
than  union  gains,  although  this  situation  subsequently  changed  as 
contract  lengths  shortened  and  cost-of-living  escalator  clauses 
became  more  widespread.  About  one-half  of  federal  government 
employees  are  contractually  paid  salaries  related  to  those  in  the 
private  sector,  so  that  they  received  generous  increases  over  recent 
periods  of  inflation.  "Blue-collar”  federal  employees’  wages  moved 
up  less  fast  and  kept  only  slightly  ahead  of  the  rate  of  inflation. 

At  lower  levels  of  government,  workers  have  often  done  better  than 
at  the  federal  level. 

Data  on  wealth  effects  of  inflation  are  not  as  extensive 
in  this  study.  About  one-half  of  all  U.S.  families  own  homes 

£ 

(which  are  mostly  mortgaged)so  that  they  can  gain  with  inflation, 
though  again  it  depends  on  what  happens  to  the  difference  between 
the  nominal  interest  rate  on  the  mortgage  and  what  happens  to  prices 
over  the  lifetime  of  the  mortgage.  80  per  cent  of  families  had 
liquid  assets  of  less  than  $5,000,  so, on  average, losses  on  this 
account  would  be  less  than  gains  from  mortgages.  Corporate  profits 
have  declined  in  real  terms  over  long  periods,  particularly  during 
bouts  of  inflation.  Along  with  this  decline  in  corporate  profits 
there  has  been  a  decline  in  dividends  as  a  share  of  GNP.  The  share 
of  rents  has  also  contracted.  These  facts  suggest  to  the  author 
that  the  wealthy  could  well  lose  with  inflation  in  overall  terms. 
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According  to  Bach,  45  per  cent  of  the  income  of  the 
poor  comes  from  transfer  payments,  which  over  the  longer  term 
have  generally  kept  up  with  inflation.  On  the  wealth  side, 
the  poor  have  difficulty  in  borrowing  so  they  cannot  gain  through 
inflation  in  that  manner,  while  what  few  financial  assets  they 
have,  tend  to  be  very  liquid,  hence  they  lose  on  that  account 
as  well.  But  inflation  tended  to  be  accompanied  by  high  employment 
which  is  beneficial  to  the  poor.  The  aged  tend  to  have  more 
fixed  assets  which  deteriorate  in  real  value  with  inflation. 

Further,  the  income  of  many  of  the  old  is  in  the  form  of  private 
pensions  which  are  also  fixed.  Social  security  payments,  on  the 
other  hand,  have  moved  up  with  inflation. 

Another  U.S.  study  probes  deeper  into  this  subject 
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by  looking  at  the  consumption  behaviour  of  the  poor.  The  consumer 
price  index  weights  prices  by  the  purchases  of  an  "average”  family, 
while  every  individual  family  will  spend  differently.  The  expen¬ 
diture  weights  of  the  poor  are  higher  than  for  higher-income  families, 
in  terms  of  food,  housing  and  personal  expenditures,  and  lower  for 
clothes,  transportation,  medical,  reading  and  recreational  expen¬ 
ditures.  During  the  periods  of  inflation  from  1940-43»  1945-48, 
1950-52  and  1956-58,  the  "poor  price  index”  rose  less  than  the  con¬ 
sumer  price  index,  while  in  the  1965-67  inflation  the  poor  price 

index  rose  by  slightly  more  than  the  CPI.  The  poor  were  dis¬ 
aggregated  more  usefully  into  three  categories:  poor,  aged  poor 
and  near  poor.  The  aged  poor  for  instance  spend  a  higher  percentage 
of  their  salary  on  housing  and  medical  care,  and  a  very  much  smaller 
amount  for  education.  The  more  disaggregation  among  the  poor,  the 
lower  the  rise  in  the  price  indexes  for  the  poor  although  differences 
were  not  substantial.  These  results  were  partly  dependent  on  the 
time  periods  and  sources  of  inflation.  The  fact  that  the  weight  of 

food  in  the  expenditures  of  the  poor  is  higher  than  in  the  CPI, 

suggests  that  in  our  most  recent  inflation  with  extraordinary  increases 
in  food  prices,  the  poor  have  done  much  less  well  than  the  results 
for  earlier  inflations.  Nonetheless,  the  results  suggest  that  the 

poor  do  not  do  appreciably  worse  than  the  population  at  large  during 

.  .  8 

periods  of  inflation  as  is  sometimes  alleged. 
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The  authors  also  examined  the  income  and  wealth  aspects 
of  inflation  for  the  welfare  of  the  poor.  They,  like  Bach,  point 
out  how  the  poor  gain  from  tight  labour  markets  during  inflation 
and  how  public  transfer  payments  have  risen  faster  than  the  con¬ 
sumer  price  index.  Their  overall  conclusion  was  that  the  poor 

"must  be  gaining  both  absolutely  and  relatively. « .during  periods 
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in  which  inflationary  processes  operate."  It  would  be  un¬ 
scientific  to  assume  that  this  has  been  true  during  the  recent 
inflation. 

Food  prices  began  to  accelerate  in  1968  and  the  differences 
from  the  earlier  period  can  be  seen  in  Table  1  below*  In  addition 
as  inflation  increased  so  did  interest  rates.  This,  in  conjunction 
with  the  plunge  into  real  assets  such  as  housing,  led  in  most 
countries  to  rapid  increases  in  the  cost  of  shelter.  Since  these 

two  goods  are  more  heavily  weighted  in  expenditures  by  lower  income 
households,  the  effect  of  inflation  will  have  been  more  pronounced 
on  their  welfare  since  1968. 

Table  1 

Compound  Average  Annual  Increases  In  Food  and  Non-Food 
Components  of  the  Consumer  Price  Index 


Food  Non-Food 


1955-1968 

1968-1972 

mi 

1955-1968 

1968-1972 

mi 

Canada 

2.3 

3.5 

12.5 

2.1 

4.1 

5.1 

United  States 

1.9 

4.5 

14.5 

2.1 

4.8 

3.9 

United  Kingdom 

2.8 

7.3 

11.5 

3.8 

6.9 

7.5 

EEC  (9) 

2.8 

5.4 

- 

3.6 

5.4 

— 

Source:  OECD 
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Government  Revenue  and  Expenditure 

Government  finances  can  be  affected  in  a  number  of  ways 
by  inflation. ^  The  effects  of  inflation  on  a  progressive  income 
tax  system  are  well  known:  the  rise  in  money  income  moves  tax¬ 
payers  with  an  unchanged  real  income  into  a  higher  tax  bracket  and 
cuts  their  real  disposable  income.  It  also  reduces  the  pro- 
gressivity  of  the  tax  schedule  and  increases  the  burden  on  large 
families  as  family  exemptions  are  reduced  in  real  terms.  Essen¬ 
tially  inflation  enables  governments  to  increase  taxation  without 
changing  laws  or  introducing  new  legislation.  The  proper  way  to 
remove  the  distributive  injustices  arising  from  inflation  consists 
not  in  tax  rate  reductions  but  in  periodic  adjustments  of  tax 
brackets  to  eliminate  the  fiscal  drag  and  maintain  the  original 
progressivity  of  the  tax  system.1^  In  Canada  the  method  of 
indexation  of  the  personal  income  tax  is  not  without  critics  as 
the  use  of  the  previous  years  inflation  rate  implies  less  than  one 
hundred  percent  indexation  during  periods  of  rising  inflation.  As 
well  various  exemptions  are  not  indexed.  On  the  other  hand  some 
provincial  governments  have  argued  that  their  tax  yield  with 

indexation  will  rise  less  than  it  would  have  necessitating  higher 
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tax  rates  or  new  taxes.  This  is  clearly  desirable,  that  is 

to  make  democratic  judgments  on  the  worth  of  additional  public 
expenditures  and  then  vote  on  taxes  rather  than  allowing  a  hidden, 
and  likely  regressive,  tax  to  generate  revenue  to  be  spent  because 
it  exists. 

Potentially  great  problems  exist  in  the  case  of 
corporate  income  taxes  as  well.  Probably  the  main  concern  is  that 
depreciation  allowances  are  based  upon  historical  rather  than  re¬ 
placement  costs.  The  net  effect  is  not  clear  because  of  accelerated 
depreciation,  special  fixcal  transfers  and  subsidies  for  new  plants, 
and  corporate  income  tax  rate  reductions. 

The  taxation  of  wealth  and  capital  gains  during  periods 
of  inflation  also  poses  problems  as  part  of  the  increase  in  the 
value  of  assets  is  inflationary  rather  than  real.  Most  countries 
sidestep  this  problem  by  taxing  only  a  part  of  capital  gains,  however 
for  purposes  of  equity  and  choosing  between  taxes,  there  are  still 


-  8  - 


many  problems  to  be  solved.  One  such  problem  is  the  lack  of 
symmetry  between  the  treatment  of  debtors  and  creditors. 

During  the  present  inflation  real  rates  of  interest  have  been 
marginal  or  negative  over  a  long  period  yet  these  nominal  returns 
are  taxable  producing  a  very  substantially  negative  real  after  tax 
rate  of  return.  It  can  therefore  be  seen  that  tax  systems 
encourage  people  to  go  into  debt  or  at  least  dis-save  during 
inflation,  which  tends  to  increase  aggregate  demand  and  perpetuate 
inflation.  The  financial  aspects  will  be  discussed  at  greater 
length  below. 

Excise  taxes  (and  revenue  duties)  pose  particular  problems 

as  some  are  levied  ad  valorem  while  others  are  specific.  Ad 

valorem  taxes  continue  to  yield  the  same  real  revenue  to  the 

government  while  the  real  yield  from  specific  excise  taxes  will 
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decline.  Fortunately,  retail  sales  taxes  and  value  added  taxes 
are  neutral  with  respect  to  inflation  since  they  are  generally 
ad  valorem. 

The  timing  of  tax  payments  and  tax  adjustments  can 
become  a  problem  at  higher  rates  of  inflation.  Delays  in  pay¬ 
ments  reduce  the  real  tax  paid  and  shift  the  burden  of  taxes  onto 
other  tax-payers  or  other  taxes.  For  property  taxes,  the  fact 

that  assessments  are  expensive  means  that  the  real  yield  generally 
lags.  Since  relative  property  values  also  change,  it  would  probably 
be  unjust  to  merely  index  property  values. 

Since  governments  have  budgets  at  least  once  a  year 
and  tax  rates  can  be  and  are  frequently  changed,  then  so  long  as 
they  have  the  political  will  to  counteract  the  effects  of  inflation, 
they  can  do  so  and  there  is  no  need  for  indexation  of  any  kind. 

In  these  circumstances,  the  only  effect  of  indexation  is  to  show 
which  part  of  tax  changes  are  to  counteract  the  effect  of  inflation 
on  the  tax  structure  and  which  part  is  a  real  change  in  taxation. 

It  can  be  seen  that  inflation  as  an  undemocratic  tax  must  have  a 
powerful  appeal  to  bureaucrats  and  their  masters  since  new 
spending  programs  could  be  mounted  without  having  to  legislate  new 
taxes. 
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The  Indexation  of  Wages 

Many  governments  have  come  out  against  wage  indexation 
on  the  grounds  that  over  a  period  of  several  years,  indexation 
has  no  effect  on  real  incomes,  but  that  it  has  the  disadvantage 
that  it  tends  to  lead  to  a  higher  rate  of  inflation  and  is  too 
inflexible  in  the  short  term.  They  note  that  for  countries  where 
wage  indexation  is  widespread,  it  may  be  impossible  to  eliminate 
it  without  strong  opposition  and  large  wage  increases. 

The  thrust  of  the  argument  is  therefore  that  introducing 
wage  indexation  would  speed  up  the  price/wage  spiral,  though  getting 
rid  of  it  could  lead  to  a  wage/price  spiral.  In  other  words,  the 
introduction  of  indexation  may  not  greatly  reduce  the  size  of  the 
basic  wage  increase,  and  its  suppression  could  lead  labour  to  demand 
large  wage  increases  in  anticipation  of  large  price  increases. 

In  the  present  situation,  the  question  could,  however,  be  raised 
whether,  when  prices  are  expected  to  grow  rapidly,  the  use  of 
indexation  could  not  lead  to  lower  money  wage  claims  because 
indexation  guarantees  an  acceptable  real  wage  increase. 

(a)  Some  general  considerations 

In  more  abstract  terms,  it  is  not  even  clear  how 
indexation  exerts  an  influence  on  a  price/wage  spiral  induced  by 


a  temporary  price  rise. 

For  example  if: 

i — i 

II 

• 

Pt 

+  (bx  -  a±)  Pt_±  +  c1 

h  -  a2 

•  • 

+  (b2  -  a2)  Wt_x  +  c2 

where  W  and  P  are  the  rate  of  growth  of  wages  and  prices,  and  small 
letters  are  constants,  so  long  as  b-^  b^  <1,  which  seems  to  be  the 
case,  the  system  is  not  explosive.  If  there  is  a  sudden  exogenous 
increase  in  the  rate  of  growth  of  prices,  then  in  subsequent  years 
the  rate  of  growth  of  prices  is  greater  than  it  would  otherwise 
have  been,  but  by  a  steadily  diminishing  amount  until  in  the  end 
prices  grow  at  the  original  equilibrium  rate.  And  similarly,  for 
an  exogenous  decrease  in  the  rate  of  growth  of  prices. 


So  that 
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a  temporary  exogenous  price  acceleration  has  a  multi¬ 
plicative  effect,  but  the  subsequent  deceleration  cancels  this  out. 

Wage  indexation  will  tend  to  make  the  initial  spurt  larger 
but  will  also  make  the  subsequent  correction  greater. 

Beyond  the  short-term  effect,  the  question  remains 
whether  indexation  as  an  institutional  device  tends  to  be 
inflationary.  Precise  definitions  are  necessary  here. 

Everything  depends  upon  the  interpretation  of  the  process  of 
price  and  wage  formation.  If  it  is  assumed  that  in  the  long 
run  real  wages  are  unaffected  by  indexation  since  they  are  deter¬ 
mined  by  real  factors,  such  as  productivity  growth,  and  also 
that  the  reaction  of  prices  to  money  wage  changes  is  unchanged, 
the  only  effect  of  wage  indexation  in  the  framework  of  the  two 
above  equations,  is  to  increase  aq  and  there  is  no  long-run 
effect  on  the  rate  of  growth  of  prices  and  wages. 

A  final  general  point  is  whether  wage  indexation 
makes  short-run  demand  management  more  difficult.  Two  ways  that 
indexation  could  make  demand  management  less  effective  are  first 
by  ensuring  that  a  given  reduction  in  demand  had  a  smaller  effect 
on  the  growth  of  money  wages,  and  second  by  making  it  more  difficult 
to  reduce  total  demand. 

Consider  two  different  examples;  in  the  first  there 
is  no  wage  indexation,  prices  are  growing  by  8  per  cent  a  year, 
real  wages  by  A  per  cent  a  year  and  each  month  l/l2  of  employees 
receive  a  12  per  cent  wage  increase;  in  the  second  example  there 
is  complete  instantaneous  wage  indexation,  so  that  every  month 
l/l2  of  employees  have  a  A  per  cent  wage  increase  and  all  employees 
have  a  2/3  per  cent ‘wage  increase  from  wage  indexation.  For  the 
economy  as  a  whole,  there  is  no  difference  between  these  two  examples. 
If  deflation  manages  to  reduce  wage  increases  from  12  per  cent  to 
10  per  cent  in  the  first  case,  why  should  it  not  equally  easily 
reduce  the  wage  increase  from  A  per  cent  to  2  per  cent  in  the  second 
case;  perhaps  there  is  some  form  of  money  illusion  that  makes  the 
former  easier,  but  it  is  far  from  obvious  a  priori.  The  result 
of  demand  management  policy  based  upon  changes  in  government 
expenditure  or  direct  taxation  is  not  affected  by  wage  indexation. 
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But  changes  in  indirect  taxation  are  clearly  less  effective  to 
the  extent  that  their  aim  is  to  change  demand  via  changes  in 
real  wages.  In  this  context,  the  timing  of  the  wage  reaction 
to  the  price  increase  is  very  important.  If  wages  are  directly 
linked  to  prices  an  increase  of  indirect  taxation  cannot  reduce 
real  wages,  it  will  lead  to  a  price/wage  spiral,  the  extent 
of  which  will  depend  on  how  expansionary  monetary  policy  is  and 
will  only  have  a  first  demand  effect  through  reduced  profitability 
and  hence  investment.  However,  when  wages  are  not  directly 
linked  to  prices  they  do  still  react  to  the  price  increase  by 
getting  larger  money  wage  increases  when  wages  are  bargained  for. 
This  time  lag  is  vital  because  it  means  that  in  the  meantime, 
real  wages  have  fallen  so  that  demand  falls  and  by  the  time  the 
wage  bargain  is  due  there  is  reduced  demand  for  labour  and  the 
employees  are  less  likely  to  get  the  wage  increase  that  would 
maintain  demand. 

In  general  terms  then  there  is  no  expectation  that 
wage  indexation  is  likely  to  have  any  significant  effect  on 
inflation  because  wages  are  already  regularly  changed,  both 
to  take  into  account  price  changes  and  to  give  increases  in 
real  wages;  making  part  of  this  change  automatic  via  indexation 
does  not  change  the  total  increase. 

In  Canada  three-quarters  of  managers  favoured  inserting 
cost  of  living  clauses  in  new  contracts  while  21  per  cent  pre¬ 
ferred  shorter  contracts  as  an  alternative  for  adjusting  real 
wages  to  inflation.  It  also  appears  that  only  a  minority  of 
contracts  (12  per  cent  in  Ontario)  have  cost  of  living  clauses  but 
these  are  in  contracts  with  firms  which  are  large.  In  the 

United  States  40  per  cent  of  workers  covered  by  collective  agree¬ 
ments  were  covered  by  cost  of  living  clauses  in  their  contracts, 

although  it  appears  that  these  have  not  yet  had  any  macroeconomic 
15 

effect. 
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(b)  Indexation  in  the  present  economic  situation 

In  the  present  situation  of  rapid  inflation  and  hence 
large  wage  claims  based  partly  upon  expectations  of  rapid  price 
rises,  can  wage  indexation  play  a  role  in  reducing  inflation? 

To  be  able  to  start  to  answer  this  question  requires  a  consideration 
of  incomes  policies.  Is  there  a  consensus  about  a  ,,fair,f  dis¬ 
tribution  of  income  between  wages  and  profits,  and  as  a  secondary 
point  between  wage-earners  themselves?  If  there  is  then  inflation 
is  just  an  unfortunate  mistake  and  by  giving  employees  a  wage 
increase  that  everyone  agrees  is  fair  and  reasonable  plus  an 
indexation  clause,  and  if  capital  takes  simply  a  fair  and  reason¬ 
able  profit,  there  will  be  no  tendency  for  prices  to  increase. 
However,  if  the  inflation  is  precisely  a  result  of  an  increasingly 
acute  struggle  over  real  incomes,  then  all  that  indexation  is  doing 
is  to  replace  the  price/wage  mechanism  for  solving  the  struggle 
by  direct  bargaining  over  real  income,  so  that  the  social  conflict 
takes  a  direct  form  rather  than  being  mediated  by  prices  and  money 
wages. 

This  brings  us  to  the  important  point  about  indexation 
in  that  wage  bargaining  is  in  real  terms  and  that  the  only  way 
of  altering  real  wages  is  via  the  wage  bargain  itself.  If  there 
is  no  indexation  then  the  wage  bargain  is  in  money  terms  and  real 
wages  can  easily  be  altered  in  the  short  term  through  price  changes. 

One  of  the  problems  with  indexation  is  allowing  for 
changes  in  the  terms  of  trade  or  sharp,  perhaps  temporary,  swings 
in  volatile  food  or  raw  material  prices.  In  the  case  of  a 
deterioration  in  the  terms  of  trade,  such  as  brought  about  by 
higher  oil  prices,  real  income  of  consumers  must  fall  relatively. 

In  the  oil  case,  however,  financial  assets  rather  than  real  assets 
were  claimed  in  the  first  instance,  and  there  is  no  reason  for  a 
fall  in  real  income  immediately.  In  this  context  indexation 
can  buffer  the  adjustment  to  an  initial  large  price  increase  and 
the  aggregate  demand  effects  are  not  undesirable.  Of  course  in 
the  longer  run  domestic  incomes  will  have  to  be  squeezed  to 
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transfer  real  resources  to  the  oil  producers.  In  this  context 
it  has  often  been  suggested  that  the  inflation  rate  used  for 
adjustments  should  be  net  of  the  terms  of  trade  change. 

In  the  same  manner  indexation  would  be  a  useful  policy  to  reduce 
nominal  wage  demands  based  upon  expectations  of  the  continuation 
of  rapid  but  volatile  growth  of  commodity  prices.  In  the 
present  case,  non-food  commodity  prices  recently  fell  drastically 
after  reaching  unprecedented  peaks  and  many  food  prices  also  came 
down.  Since  extrapolative  expectations  would  have  been  wildly 
incorrect  and  economically  disruptive,  wage  indexation  would  have 
maintained  real  incomes  and  prevented,  in  some  cases,  huge, 
precautionary  nominal  wage  demands. 

Financial  Assets  and  Indexation 

Financial  assets  are  affected  by  inflation  in  a  way 
which  is  quite  different  from  taxation  or  wages.  If  real  wages 
are  reduced  by  inflation,  this  can  be  counteracted  by  a  nominal 
wage  increase  at  any  time.  A  financial  asset,  however,  is  a 
title  to  a  future  income  stream;  if  inflation  reduces  the  real 
value  of  this  income  stream,  there  is  nothing  that  the  holder  of 
the  financial  asset  can  do  about  it  -  he  has  suffered  a  real  loss. 
This  simply  means  that  holders  of  financial  assets  do  not  have  a 
guaranteed  real  income  from  that  asset,  no  more  than  do  holders 
of  any  other  kind  of  asset. 

Both  buyers  and  sellers  are  aware  that  prices  change. 

In  periods  when  prices  are  expected  to  grow  rapidly,  other  things 
being  equal,  the  nominal  interest  rate  is  forced  up  by  supply 
and  demand,  with  the  result  that  for  existing  financial  assets 
the  relative  fall  in  real  income  streams  produces  a  capital  loss  on 
the  asset  itself. 

This  is  not  the  place  for  a  theoretical  or  empirical 
study  of  the  relationship  between  long-term  interest  rates, 
short-term  interest  rates,  inflation  and  expected  inflation,  as 
they  are  readily  availble.  The  important  point  to  be  aware  of 
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is  that  inflation  on  its  own  will  not  produce  high  nominal 
long-term  interest  rates,  it  is  only  if  the  inflation  is 
expected  to  last  that  the  nominal  rates  will  rise.  Further, 
once  these  nominal  rates  have  risen,  new  borrowing  involves  large 
nominal  repayments  and  if  the  expected  high  rate  of  price  in¬ 
crease  does  not  materialise  the  real  value  of  debts  and  the 
related  interest  payments  would  increase.  For  governments, 
this  could  encourage  them  to  liquidate  the  debt  through  money 
creation  and  inflation.  For  the  corporate  sector  the  reduced 
flow  of  profits  could  increase  the  pressure  to  raise  prices.  In 
each  case  a  reduction  in  the  rate  of  inflation  brings  about 
financial  forces  that  could  tend  to  increase  it  again.  The 
financial  adjustment  to  lower  rates  of  inflation  could  cause 
serious  problems,  particularly  of  a  cash-flow  nature,  in  the 
immediate  period  following  the  decline  in  the  rate  of  price  rises. 

The  other  important  aspect  of  inflation  is  that  it 
increases  uncertainty.  lAlhen  prices  are  growing  at  around 
2  per  cent  a  year,  both  borrowers  and  lenders  would  feel  fairly 
confident  about  the  real  rate  of  interest  being  paid  on  a  long¬ 
term  loan,  but  with  prices  growing  by  about  10  per  cent  a  year 
there  is  clearly  room  for  a  large  amount  of  uncertainty.  This 
uncertainty  could  lead  both  borrowers  and  lenders  to  avoid  the 
bond  market  with  a  resulting  tendency  to  reduce  both  the  level  of 
investment  and  saving. 

The  above  problem  could  be  solved  by  the  use  of  bonds 
where  both  interest  payments  and  the  principal  are  indexed  to 
prices  and  the  interest  rate  is  in  effect  a  real  rate.  In  this 
way  the  borrower  avoids  the  risk  of  paying  high  real  interest  rates 
if  inflation  lessens  and  the  lender  of  receiving  negative  real 
interest  rates  if  inflation  increases;  further,  if  inflation  does 
lessen,  the  fact  that  this  will  not  lead  to  an  increase  in  the 
real  value  of  debt  will  help  avoid  the  problem  of  high  debt  repayments 
being  a  further  cause  of  inflation.  Presumably  the  lack  of  in¬ 
dexation  and  the  existence  of  negative  real  interest  rates  can  be 
taken  as  evidence  that  the  big  debtors  and  principally  the  government 
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are  content  with  the  benefits  they  receive  from  inflation. 

In  the  government  case  attempts  made  either  directly  or  by 
the  central  bank  to  keep  down  nominal  interest  rates  penalize 
savers  and  reward  debtors  in  a  way  that  the  market  would  not 
have  done.  In  Canada  attempts  have  been  made  to  place  a 
ceiling  on  bank  deposit  interest  rates  for  small  accounts, 
an  arrangement  similar  to  Regulation  Q  in  the  United  States. 

In  Canada  the  decision  to  pay  a  historically  high  interest  rate 
of  9  3/4  per  cent  for  nine  years  on  Canada  Savings  Bonds  rather 
than  index  could  be  taken  as  a  reflection  of  the  government’s 
view  that  inflation  will  not  be  seriously  reduced.  Indeed  why 
should  the  government  reduce  inflation  when  they  profit  by  it 
and  the  alternative  requires  politically  unpopular  deflation. 

In  many  parts  of  the  world  the  market  is  already 
beginning  to  provide  what  are  in  effect  indexed  loans.  For 
example  it  has  been  estimated  that  essentially  indexed  Euroloans 
grew  in  1973  to  24  billion  dollars  from  7ir  billion  in  1972.  Their 
maturities  lengthened  in  the  second  half  of  1972,  and  accelerated 
in  the  course  of  1973*  The  interest  rate  paid  on  these  is 
reviewed  every  three  or  six  months  and  is  related  to  the  rate  on 
Eurodollar  deposits  in  London.  So  that  these  are  in  effect  long¬ 
term  loans  but  with  the  interest  payments  depending  on  the  current 
short-term  interest  rates  which  are  in  turn  related  to  the  current 
inflation.  Indexed  bonds  would  go  further  than  this  in  that 
lenders  could  also  have  a  guaranteed  real  interest  rate  on  long¬ 
term  loans. 

Finland  has  had  a  long  experience  with  financial  in¬ 
dexation,  beginning  with  the  repayment  of  war  damages  after  the 
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second  world  war.  As  the  postwar  inflation  lingered  pension  schemes, 
life  insurance,  etc.  came  to  be  indexed.  In  Finland  as  in  Canada 
and  a  number  of  other  countries  the  commercial  banking  system 
dominates  financial  markets.  It  appears  that  in  Finland  the  com¬ 
mercial  banks  provided  the  only  way  to  save  for  large  numbers  of 
savers.  Indexation  of  deposits  was  used  for  minimum  sums,  a 


minimum  deposit  time  of  a  year  and  a  reduced  real  rate  of  interest. 


• 
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This  is  in  sharp  contrast  to  a  large  number  of  countries,  such 

as  Canada,  where  small  savers  are  penalized  and  the  real  value 

of  their  savings  has  been  reduced  during  part  of  the  current 

inflation.  In  Finland,  although  allusion  is  made  to  destabilizing 
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effects  after  1964,  the  problem  was  essentially  of  government 
taxation  policy  rather  than  indexation.  Indexation  was 
eliminated  at  the  time  of  the  1967  devaluation.  Other  European 
countries  have  mechanisms  for  the  protection  of  savers  although 
tax  benefits  rather  than  indexation  are  often  used.  In  at  least 
one  case  a  ceiling  is  placed  on  the  amount  in  order  to  prevent  the 
wealthy  benefitting  since  it  is  assumed  that  they  have  a  wider 
range  of  investment  opportunities  than  the  "small  saver." 

High  nominal  interest  rates,  despite  the  fact  that  the 
real  rate  may  be  low,  can  cause  considerable  "liquidity"  problems. 
For  example,  in  countries  where  mortgages  are  financed  by  short¬ 
term  borrowing  and  where  therefore  the  interest  rate  paid  by  the 
borrower  must  fluctuate  with  the  short-term  rate.  The  fact 
that  the  house  purchaser  is  paying  only  a  low  real  rate  of  interest 
and  that  what  he  is  paying  out  in  extra  nominal  interest  payments 
is  being  returned  in  a  higher  nominal  value  of  the  house,  does  not 
change  the  fact  that  his  current  real  disposable  income  has  been 
considerably  reduced.  Table  2  shows  the  annual  repayments  on  a 
loan  of  10,000  units  for  different  interest  rates  and  different 
repayment  periods.  An  important  point  to  notice  in  the  table  is 
that  if  prices  and  incomes  start  to  grow  10  per  cent  a  year  more 
rapidly,  a  20-year  mortgage  at  5  per  cent  interest  with  annual 
repayments  of  802  becomes  a  mortgage  at  15  per  cent  with  annual 
repayments  of  1,598,  nearly  double  the  previous  value,  whereas 
the  income  from  which  the  mortgage  payment  is  paid  has  only  risen 
10  per  cent.  The  other  point  to  notice  is  that  extending  the 
repayment  period  has  virtually  no  effect  because  with  interest 
rates  and  repayment  periods  in  the  range  shown,  almost  all  of  the 
repayment  in  the  initial  years  of  the  loan  is  interest  payment  not 
repayment  of  the  principal. 
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Table  2 


Repayments  on  a  Loan  of  10,000  Units 


Repayment  period 
in  years 

Interest  rate 

1  20 

} 

25 

! 

i 

30 

I 

f 

Infinity  ; 

% 

802 

710 

650 

500 

10/ 

1175 

1102 

1061 

1000 

15/ 

1598 

1547 

1523 

1500 

When  housing  loans  are  long-term  loans,  in  that  the 
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nominal  interest  rates  are  fixed,  because  of  expectations  of 
a  more  moderate  growth  in  prices  in  the  long  run,  nominal  interest 
rates  will  tend  to  be  less  sensitive  to  inflation  and  so  prove 
less  of  a  liquidity  problem.  There  is  a  risk  to  the  house  pur¬ 
chaser  though,  that  low  future  inflation  could  leave  him  paying, 
in  effect,  a  high  rate  of  real  interest  -  high  future  inflation 
would,  of  course,  work  the  other  way.  In  this  case,  indexation 
of  the  loan  could  eliminate  both  the  liquidity  effect  and  the 
uncertainty  effect. 

House  purchase  through  an  institutional  framework  such 
as  the  German  ”Bausparkassen'*  or  ’’saving  for  building  institutions'* 
and  the  French  "epargne-logement”  are  more  complex  to  analyse, 
since  the  prospective  house  purchaser  saves  for  a  number  of  years 
at  a  low  nominal  rate  of  interest  and  then  receives  a  loan  pro¬ 
portional  to  savings  also  at  a  low  nominal  rate. 

The  above  analysis  of  liquidity  and  uncertainty  effects 
also  apply  to  business  borrowing  in  exactly  the  same  way,  but 
in  this  case  the  liquidity  effect  is  less  important  because  firms 
are  to  a  large  extent  able  to  borrow  to  counteract  it. 

One  set  of  problems  which  has  not  yet  attracted  much 
attention  concerns  pensions.  Inflation  has  eroded  stock  market 
prices,  hence  the  realizable  value  of  some  of  the  assets  of  pension 
funds ;  and,  inflation  has  rendered  the  fixed  payments  to  pensioners 
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of  diminishing  purchasing  power.  While  stock  markets  were 

once  considered  a  hedge  against  inflation  this  is  certainly 

not  the  case  at  the  present  time  and  some  research  suggests 
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that  it  might  always  have  been  a  myth.  In  the  United  Kingdom, 
where  the  plunge  in  equity  prices  was  dramatic,  employers  are 
likely  to  have  to  contribute  well  over  one  billion  dollars 
over  the  next  few  years  to  make  up  for  actuarial  deficiencies 
in  pension  funds. 

Assuming  that  financial  markets  stabilize  the  major 

social  and  economic  problem  is  the  blatant  lack  of  reality  of 

fixed  money  pension  payments  during  periods  of  the  declining 

value  of  money.  In  Canada  few,  likely  less  than  ten  per  cent 

of  pension  plans  are  even  based  upon  final  average  earnings  of 
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employees.  On  the  other  hand  public  service  pensions  are 
usually  based  upon  terminal  salaries.  What  is  the  alternative? 

One  method  solves  both  the  problems  of  instability 

of  financial  markets  and  the  declining  purchasing  power  of  money. 

This  involves  not  funding  the  pension  fund  contributions  but 

simply  a  transfer  from  the  working  to  the  retired.  For  instance 

the  work  force  could  easily  be  taxed  to  provide  income  for  the 

retired  which  would  then  vary  with,  not  only  the  cost  of  living 

but  also,  the  standard  of  living.  The  young  would  not  complain 

as  future  generations  would  support  them  in  their  retirement. 

The  return  on  this  type  of  saving  would  exceed  the  real  rate  of 
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interest.  Welfare  would  be  increased  since  precautionary 

reserves  would  not  be  kept  and  hence  their  distribution  would 

increase  the  benefits.  Such  social  insurance  can  increase  welfare 

if  the  rate  of  growth  of  population  plus  the  rate  of  growth  of 
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real  wages  is  greater  than  the  rate  of  interest. 

The  above  would  seem  to  indicate  that  there  is  little 
room  for  private  enterprise.  Indeed  private  insurance  plans 
have,  quite  reasonably,  been  subject  to  criticism  especially  since 
the  acceleration  of  inflation.  It  is  not  true  however,  that  a 
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government  need  necessarily  run  a  non-funded  pay  as  you  go 
system*  In  France, "caisses  de  repartition"  exist  which 
perform  this  function  for  groups  of  firms*  Obviously  scale 
is  required  for  success  and  there  seems  no  reason  why  such 
plans  could  not  be  expanded*  It  should  be  noted,  however, 
that  private  "caisses  de  repartition"  dealing  with  a  number 
of  firms  must  keep  in  mind  the  possibility  of  firms  folding. 
Because  of  the  fact  that  a  government  scheme  would  not  need 
reserves  a  welfare  gain  could  still  exist  from  social  insurance 
rather  than  private  insurance. 

Indexation  has  sometimes  been  put  forward  as  a  way  of 
protecting  savers,  however  this  is  not  the  case;  what  it 
does  do  is  eliminate  the  uncertainty  resulting  from  high  rates 
of  inflation  and  the  real  interest  rate  is  just  as  much  determined 
in  the  market  place  as  it  is  without  indexation.  Moreover  bonds 
will  still  vary  in  price  with  the  real  interest  rate.  While  a 
bond  guarantees  a  certain  real  income  stream,  if  the  real  interest 
rises  the  price  of  the  bond,  which  is  merely  the  value  of  the 
income  stream  capitalised  at  the  interest  rate,  will  fall.  The 
holder  of  the  bond  has  suffered  a  capital  loss  but  only  in  the 
sense  that  he  could  now  have  purchased  the  same  future  income 
stream  for  a  smaller  initial  outlay. 


Brazilian  Experience 

Before  concluding  it  is  worthwhile  to  note  the  case  of 
Brazil  which  is  often  cited  as  an  example  where  "monetary  correction" 
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has  steadily  reduced  the  rate  of  inflation.  ^  To  quote  a  recent 
OECD  publication:  ^ 

Since  1967 »  in  Brazil,  all  financial  instruments, 
i.e.  bank  loans  and  deposits,  government  paper, 
private  securities  and  debentures,  are  subject  to 
indexation  clauses  referring  to  a  wholesale  price 
index.  At  the  same  time,  companies  are  allowed 
to  write  up  the  value  of  their  fixed  investment  and 
working  capital  in  accordance  with  the  reference 
index.  All  index  compensations  are  granted  full 
tax  exemption.  This  system  of  complete  monetary 
correction  appears  to  have  been  instrumental  in 
enabling  the  Brazilian  authorities  to  reduce  dras¬ 
tically  the  country’s  rate  of  inflation  without 
hampering  its  economic  growth. 
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While  it  is  true  that  the  Brazilian  example  is  clear 
proof  that  this  complete  form  of  financial  indexation  is  not 
inflationary,  and  that  by  removing  uncertainty  it  can  ensure  a 
more  orderly  working  of  financial  markets,  the  macroeconomic 
success  was  also  dependent  on  a  huge  relative  transfer  from  the 
poor  to  the  rich  and  from  labour  to  capital.  The  share  of  the 
national  income  going  to  the  highest  1  per  cent  of  income  earners, 
rose  from  11.5  per  cent  in  I960  to  18.2  per  cent  in  1970  and  the 
share  of  the  top  5  per  cent  rose  from  27.1  per  cent  to  37 • 3  per 
cent.  Amongst  wage-earners,  the  lowest  paid  80  per  cent  received 
52  per  cent  of  total  wages  in  1967  and  46^-  per  cent  in  1971*  All 
this  occurred  in  the  framework  of  very  rapidly  growing  real 
national  income  and  employment. 

A  further  reason  why  the  form  of  indexation  used  in 
Brazil  is  not  applicable  for  industrialised  countries  as  a  whole, 
is  the  way  that  the  exchange  rate  was  controlled  to  keep  a  satis¬ 
factory  relationship  between  domestic  prices  and  international 
prices.  While  one  country  can  do  this,  it  does  not  work  if  all 
countries  try  to  do  it  and  they  have  different  ideas  about  the 
correct  level  of  relative  prices. 

The  lessons  of  this  experience  for  the  industrialized 
countries  is  that  "monetary  correction"  can,  as  outlined  earlier 
on  in  the  paper,  help  an  orderly  reduction  in  the  rate  of  inflation, 
but  that  this  can  only  happen  if  the  fundamental  causes  of  the 
inflation  have  been  eliminated.  The  Finnish  experience  is 
instructive  here:  when  in  1967  the  government  found  it  necessary 

to  devalue,  they  were  also  forced  to  stop  all  index  clauses  because 
the  aim  of  the  devaluation  was  to  actually  reduce  real  consumption 
to  free  resources  for  a  rise  in  net  exports  and  the  corresponding 
fall  in  domestic  real  incomes  could  not  come  about  if  incomes  were 
guaranteed  through  indexation  clauses. 
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Conclusions 

It  is  often  argued  that  indexation  on  a  broad  scale 
is  inflationary  because  it  weakens  the  resolve  of  governments 
and  the  public  to  fight  inflation,  and  because  it  guarantees 
increases  in  wages  and  prices  that  might  not  otherwise  occur. 

On  the  first  point,  there  are  probably  more  reasons 
why  indexation  would  increase  the  will  of  the  government  to 
conduct  its  operations  in  a  way  that  would  encourage  price 
stability.  For  instance,  inflation  would  not  be  a  way  of  de¬ 
creasing  the  real  value  of  the  government  debt.  This  would 
cease  to  decline  automatically  and  the  real  cost  of  servicing 
the  debt  would  increase.  As  well,  indexation  of  the  progressive 
income  tax  system  reduces  the  automatic  growth  in  government 
revenue  so  that  the  government  would  have  to  introduce  new  taxes 
or  raise  existing  tax  rates  in  order  to  pay  for  its  cost  increases. 
In  any  event,  there  is  nothing  in  a  programme  of  indexation  that 
would  prevent  the  government  from  undertaking  anti-inflationary 
policies.  For  instance  if  the  indexation  of  the  tax  system 
should  be  inappropriate  at  a  given  point  of  time  discretionary 
tax  changes  could  rectify  the  situation.  In  the  Netherlands, 
for  example,  the  amount  of  indexation  has  often  been  reduced 
for  fiscal  reasons  as  well  as  for  the  reason  of  increasing  the 
progressivity  as  a  “social”  policy. 

The  general  conclusion  of  this  note  is  that  in  general 
indexation  cannot  be  said  to  generate  faster  or  slower  price 
increases.  Its  relevance  to  the  present  inflation  is  that  if 
policies  can  be  found  to  bring  down  the  rate  of  inflation, 
indexation  could  be  a  useful  adjunct  to  these  policies  in  order 
to  prevent  widespread  expectations  of  future  rapid  price  increases 
from  becoming  partly  self-fulfilling.  As  well  it  is  an 
incontrovertible  fact  that  the  recovery  of  price  stability  must 

increase  unemployment  significantly  and  the  danger  of  an  over¬ 
reaction  by  governments  in  the  direction  of  reflation  would  both 
undermine  the  policy  and  the  confidence  of  the  population  in  the 
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willingness  of  governments  to  come  to  grips  with  the  problem. 

In  this  context  indexation  would  guarantee  real  incomes  in  the 
adjustment  process  and,  in  the  case  of  wages,  maintain  demand  or 
at  least  prevent  too  sharp  a  decline.  This  is  not  pleasant 
medicine  but  a  recognition  of  the  difficulties  is  a  necessary 
prelude  to  any  cure. 

Further  criticisms  of  indexation  can  be  made,  but 
they  are  of  doubtful  relevance,  Che  is  that  the  relationship 
between  different  sectors  is  frozen.  This  is  not  strictly  true 
as  the  real  component  of  nominal  increases  can  still  be  varied 
among  sectors.  A  second  related  criticsm  is  that  undesirable 
reductions  in  employment  could  occur.  This  presupposes  that 
real  wages  are  higher  than  they  would  have  been  causing  firms  to 
reduce  their  labour  forces,  and  the  analysis  of  this  paper  suggests 
that  this  is  not  so,  A  further  criticism  is  that  indexation 
does  not  give  a  guarantee  to  those  who  hold  gold  or  any  other 
real  asset  for  that  matter.  This  is  true,  but  the  "realness" 
of  the  assets  is  their  guarantee.  Further,  to  the  extent 
that  these  assets  are  held  for  speculative  reasons,  the  lessened 
relative  attractiveness  of  these  assets  can  only  tend  to  reduce 
their  price  and  hence  reduce  this  factor  in  inflation.  A 
final  concern  is  the  manipulation  of  the  indexes  used.  This  is 
always  a  potential  problem  but  seems  unlikely  if  all  sides  in 
society  have  access  to  the  weights  and  sampling  procedures  used 
in  the  determination  of  the  index. 


FOOTNOTES 


This  paper  extends  work  initially  conducted  with  Phillip 

Armstrong  at  the  O.E.C.D.  Much  of  any  credit  is  attributable 

to  him  although  the  present  author  is  responsible  for  any  errors. 

1.  That  is  assuming  the  fixed  income  is  the  only  source  of 
of  income  or  wealth. 

2.  It  would  be  preferable  to  have  a  constant-utility  index  of  the 
cost  of  living.  See  "The  Problem  of  Structural  Changes  and 
Quality  Variations  in  Price  Indices,”  by  M.  L.  Debatisse  in  [9]» 

3.  [4].  It  is  important  to  note  that  an  analysis  of  the  re¬ 
distribution  of  income  must  be  conducted  for  time  periods  of 
stable  prices  in  order  to  see  how  inflation  causes  a  different 
pattern.  Redistribution  during  inflation  need  not  be  caused 
by  the  inflation  itself. 

4.  Except  for  employees  in  knitting  mills  and  clothing  production. 
Real  wages  declined  by  one  per  cent  in  this  category. 

5.  See  [2]  and  [3]. 

6.  The  median  mortgage  was  18,000  dollars  in  1971. 

7.  [11]. 

8.  The  basis  for  the  usual  argument  is  apparently  that  with  a 
larger  weight  of  necessities,  the  poor  have  less  room  to  sub¬ 
stitute  among  other  expenditures  to  maintain  a  given  level  of 
welfare  during  inflation. 

9.  [11],  p.  45 

10.  For  a  good  survey  of  this  area  see  A  Prest  [15]. 

11.  The  analytics  are  well  explored  by  R.A.  Musgrave  [8], 
in  particular  p.  4» 

12.  For  one  point  of  view  see  [7]» 

13.  Or  perhaps  even  unfortunately. 

14.  See  G.  Sanderson  [18].  The  size  distribution  of  firms  and 
bargaining  units  with  respect  to  indexation  clauses  would  be 
worth  exploring.  Does  the  fact  that  indexation  is  more  prevalent 
in  large  bargaining  units  reflect  union  monopoly  power  or  the 
ability  of  an  oligopolistic  firm  to  pass  on  the  increases? 

Do  workers  in  smaller  plants  uniformly  receive  nominal  wage 
increases  sufficient  to  compensate  for  inflation?  Does  the 
unwillingness  of  small  firms  to  agree  to  indexation  reflect 
the  lack  of  bargaining  power,  education  etc.  of  the  workers, 
or  the  fact  that  the  future  is  less  certain  and  competitive 
power  less  for  these  firms? 


15.  N.  Perna  [13]» 

16.  Poole  [14]  p*  1  notes  that  "the  discrete  jump  in  debt  service 
is  associated  with  a  jump  in  the  rate  of  change  of  prices  and 
of  nominal  income  rather  than  in  the  level  of  prices  and  of 
nominal  income,  thereby  opening  a  gap  between  the  levels  of 
debt  service  and  income." 

17.  See  Puumanen  [l6],  p.  109-112 

IS.  Puumanen  [l6],  p.  112-113 

19«  In  some  cases?  as  in  Canada,  these  loans  are  in  essence 

medium  term  since  they  can  be  renegotiated  by  either  borrower 
or  lender  after  a  certain  period. 

20.  See  Pattison  [12].  The  relationship  between  equity  prices 
and  consumer  prices  varied  sharply  (positively  and  negatively) 
among  industries,  presumably  because  of  demand  conditions  and 
market  power  which  affected  firms  abilities  to  pass  on  cost 
increases.  The  period  of  the  statistics  used  went  from 

1956  to  1968. 

21.  In  Canada  the  problem  is  compounded  by  the  fact  that  job 
mobility  sharply  reduces  final  pension  rights.  In  Europe 
this  is  not  the  case. 

22.  This  is  a  complex  matter.  The  reader  is  referred  to  Samuelson 
[17]  and  Aaron  [l]. 

23.  Aaron  [l]. 

24.  See  Brovedari  [5]« 

25.  OECD  [10]. 

26. 


Cordoza  [6] 
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